Despite the growing debate on the stock price valuation, it has become a complex puzzle. Various theories, models and explanations have been provided to solve this confusing riddle. This study contributes to this debate by determining the relative importance of stock dividends and retained earnings regarding stock price valuation in Karachi Stock Exchange. Data for the analysis of this study were collected from the 66 nonfinancial companies that were included in KSE-100 index for a period from 2007 to 2010. This study found the evidence that dividends are more important variable than the retained earning regarding the explanatory power of stock prices in Karachi Stock Exchange. Practical implications are also provided in the study.
Introduction
The active debate on the stock prices was started after the publication of the work of John Burr Willams in 1938, who for the very first time proposed about stock prices and the function of the dividends instead of the profits of the firm as it was believed at that time (Williams [1] ). The foundations laid by Williams were explored by the early researchers. Some conformed the explorations of the Williams (Walter [2] , Lintner [3] , Friend & Puckett [4] ), while others (see, Miller & Modigliani [5] ) provided different views. The debate on the topic is still open despite the availability of so much literature and wide variety of models. Scholars and practitioners could not develop a precise model to predict the accurate movements of the stock price in the stock exchanges. So far dividends have yet been considered to be the most important determinant of the stock price (Khan [6] ).
After the work of the Williams [1] , Miller & Modigliani [5] proposed their dividend irrelevance theorem, which states that firm value is not dependent upon its dividend policy rather on its earning ability. But Jensen & Meckling [7] provided that dividends might matter to the investors in agency cost considerations. They advocated that dividends bring managerial efficiency and discipline within the organization, so investor might prefer higher dividend-paying firm. Moreover, dividends are said to provide a signaling mechanism to the outside word regarding the future prospects of the organization (Miller & Rock [8] ). Higher dividends signal good future performance and vice versa. This signaling mechanism works due to information asymmetry problem which is prevalent in the market due to the fact that managers operating the organization have better information regarding the current performance and future prospects of the organization than those who invest in a corporation. So if the mangers are confident about the future of the company, they would distribute more cash to the investors in the shape of dividends and if they are not much confident would like to retain the cash for contingencies. Another reason for the preference of the investor to the dividend-paying firms might be the clientele effect (Miller & Modigliani [5] ) that advocates that investors have different preferences regarding the dividend policies, so a particular firm tend to attract a particular clientele of investor and changing dividend policy may cause the investor to switch toward a more proffered security suitable to the preference of that investor.
Retained earnings on the other hand are the profits of the organization that are reinvested in the business. According to Pardhan [9] high retained earning implies that firm is in growth phrase and has good future prospects. From this point of view we cannot deny the importance of retained earnings. Some studies found a strong impact of the retained earnings on the stock price such like Havkevy [10] who provided such evidence in case that retained earnings should accompany increase in the profitability of the firm. Walter [2] also provided that in case of growth firms the higher retained earnings and lower dividends increase the value of the firm. Miller & Modigliani [5] on the other hand suggested that the magnitude of retained earnings and dividends do not affect the value of the firm. The theories and proposition in this regard are too complex and difficult to be selected. The aim of this study is to solve this puzzle by fining the relative importance of dividends and retained earnings in determining the stock prices of nonfinancial sector of Karachi Stock Exchange. This study would provide the empirical evidence regarding the subject and enable the investors and practitioners to grasp the phenomenon in the true sense.
Literature Review
This literature review summarizes some important research studies relating to the valuation of stocks, considering dividends and retained earnings. Literature review provides a bird's eye view regarding past developments and findings relating to the topic.
Havkevy [10] was one of the founders of the security analysis who investigated the relationship between common stock price and retained earnings for listed corporations. Using the data of Cowles All Stock Index from 1871 to 1937 and from Standard and Poor's Industrial, Rails and Composite Index from 1934 to 1950, he found a significant correlation between price earnings ratio and dividend, implying that the price of the stock would be higher which paid larger dividends as compared to a similar stock paying lesser dividend. This study also found a correlation of price earning with retained earnings indicating that higher earning retained would cause price appreciation of the stocks but these higher retained earnings should accompany increase in profitability of the corporation as indicated by the case studies provided in this empirical work.
Walter [2] also argued that stock prices are dependent upon the future dividends but in case of growth stocks low dividend payout or higher earning retentions enhance the value of the organization. Moreover, preferred tax rates on capital gains also implied that the capitalization of the organization increases with retained earnings. Apart from that for most of the large corporations have the investment opportunities with a rate of return more than zero but less than the prevailing market capitalization rates that condition tend to favor larger dividend payout regarding the value of the organization.
The most cited work in this regard is of Lintner [3] who conducted the field research to grasp the phenomenon of dividend policy and its impact on organization value by mean of selecting 28 corporations for detailed investigation of financial affairs from 1947 to 1953 and subsequent interviews from the key figures of selected corporations. The research indicated that management of the corporations showed reluctance to alter the established dividend policies due to fear of adverse response of such change from stock holder's side.
A significant development on the determination of share price was done by David Durand [11] . He sought to determine the factors that affected the market to book value ratio of the banks as this ratio was considered important with regard to fund raising through stock issue. The study considered earning to book value, dividend rate, and size of the bank as independent variables and data was collected from five groups of bank stocks along with New York bank stocks for eight years period of 1946-1953. The results indicated that dividend payout was not that important determinant of stock price of New York bank stocks, although it strongly influenced on bank stocks of other groups. Moreover, only the variables of dividends and earnings provided indication of the systematic influence over the bank stock price to book value.
Gordon [12] also provided one of the seminal evidence with regard to predictability of stock price. He used the two years (1951 and 1954) data relating to four industries (Chemical, Food, Steel and Machine tools) for the variables of stock price, earning and dividends. Three prepositions are tested in this study that stock prices are determined by both dividends and earnings, alone by dividends and alone by earnings. They provided that the model for first preposition is conceptually weak, but provides significant results most of the time with regard to predictability power of dividends and earnings. The second model used retained earnings as proxy of growth in dividends along with dividends as independent variables. The results provided that when growth of the firm is valued over the dividends, the increase in dividends on the cost of decrease in retained earnings do not increase the value of the firm and vice versa. Moreover, the price could be predicted through this model more accurately when the retained earnings are held constant. They also proposed that dividend model outperforms all other models with regard to predictability power and significance. They also proposed to include variables of average dividend and average retained earnings both for last five years to include the impact of past trend in the regression.
Miller and Modigliani [5] on the other hand, by mean of theoretical evidence proposed that firm's value is not determined by the dividend policy of the firm but by the earning ability of the firm and its investment policy, which are the real considerations in this for stock valuation. They criticized on Gordon dividend discount model by saying that the excessive payments of dividends would limit the funds needed to finance new projects and thus would affect the size of the future dividends or risk attached to these dividends in case firm opt for external financing of debt. This paper favors the dividend irrelevance theorem even in the absence of certainty and in market imperfections.
In response to the criticism of the MM, Gordon [13] provided further argument on his theory of stock valuation by mean of dividend policy. They proposed that under the conditions of uncertainty a Dollar paid today would be more valued than a one Dollar increase in share price in some distant future and most of the investors are risk averse in nature so they would be willing to pay the premium to minimize the future uncertainty with regard to stock price. They theoretically concluded that stock price could not be deemed as irrelevant to the dividend policy.
Lintner [14] on the other hand, investigated the phenomenon of impact of financing mix and dividend policy on the value of corporation, by means of theoretical justifications. He concluded that valuation of unlevered equity is not determined by the dividend in absence of uncertainty only so the notion that share prices are determined by the discounting the future values of the dividends hold to the truth in the generalized circumstances. Apart from that, under the certain conditions the alternatives of cash dividends, retained earnings and new debt yield the indifferent results but when the uncertainty, cost of financing and taxes are taken into account the investor would determine the price of the security on the basis of generated cash flows i.e. cash dividends. Moreover, the financing mix also effects the equity valuation of the company and the stock value would not always be equal to the total entity value minus debt value when the financing mix changes, except in the condition of certainty.
Friend & Puckett [4] discussed the relative importance of the retained earnings and dividend payout ratio in determination of price earnings ratios of the stocks. They also highlighted the modeling discrepancies with regard to the phenomenon. Using the cross sectional data of five industries i.e. electronics, foods, steels, chemicals and electric utilities for two years, 1956 and 1958 they provided empirical evidence with regard to traditional model and model suggested by them. For traditional model they found a relatively strong positive impact of dividend payout on the stock price in comparison to the impact of retained earnings in tree industries out of total five i.e. foods, steel and chemicals. The results with regard to the strength of impact were vice versa for the reaming two industries i.e. electronics and electrical utilities. To hold the firm effect constant they included the variable of lagged earning price ratio in the regression and found almost same results except that the strength of dividends in relation to retained earnings in predicting stock prices declined a bit. To minimize the bias of short run price movements the lagged price variable was included in the regression which provided stronger effects of retained earnings then of dividend payout in three industries of chemical, electronics and utilities, while the effect difference as not that systematic for the remaining two industries of steel and foods. Other competing models are also employed in this research to minimize the potential bias in the traditional regression equation. This research on the whole indicates that investor consider dividend more while valuating the non growth firm and higher retained earnings is valued more for the growth industries.
Another study conducted by Pardhan [9] tried to establish the relationship between dividends, retained earnings and share price in the corporate settings of Nepal. Using pooled data of 29 companies for the period from 1991 to 1999 and running various linear and logarithmic form regressions with and without lagged variables of price earnings ratio and market price to assume firm's effect constant, they assessed the relative importance of dividends and retained earnings in determination of the stock price. The study confirmed the traditional relationship in which dividends are more important than retained earnings in predicting stock price in Nepalese corporate sector.
The research of Azhagaiah and Priya [15] also highlighted the importance of dividends in determination of stockholder's wealth for chemical industry (both organic and inorganic) of India using the data for years [1997] [1998] [1999] [2000] [2001] [2002] [2003] [2004] [2005] [2006] . By comparing the means of firms paying dividends and those not paying dividends, they concluded that the means of market to book value for dividend paying companies are significantly higher than those companies not paying the dividends. Moreover, to establish the relationship between stock prices and other independent variables i.e. dividend per share, retained earning divided by numbers of outstanding shares, lagged price/earnings ratio and lagged market price of share. They concluded that all the independent variables used in the study are significant predictors of the share price for inorganic chemical organizations, while dividend per share was significant and positive for organic and all chemical companies as well and variable of lagged market price of share was significant in regression run for all companies as in inorganic chemical organization.
Khan [16] provided empirical evidence with regard to the relative impact of dividends and retained earnings on the stock price of companies listed in Dhaka Stock Exchange. Apart from dividends and retained earnings, certain other control variables such as lagged price earnings ratio and previous year's price are also regressed against the stock price of the listed companies. Data was collected for the period of 2000-2006. Using different model comprising the variables provided before they concluded that dividends, retained earnings and remaining variable have dynamic relationship with the price of the company. Dividend was found to be the most important determinant of stock price in Bangladesh while retained earnings, were deemed second.
Methodology
This part explains the methodology of the research by specifying the model of the research and by describing the sample used in this study.
Model Specification
This section specifies the model relating to the determination of the relative importance of dividends and retained earnings in explanation of the stock prices. As the proposition entails that present value of the future cash flows should be the base of determination of the stock price so cash flows are dividends and the liquidation cash flow at some time in the future. This liquidation cash flow is composed of the value of the assets of the company with is financed by the debts and equity along with retained earnings. Retained earnings on the other hand could be a measure of the growth of the firm as greater retained earnings entail that firma has greater need of financing and thus growing. Relative importance of the retained earnings and dividends has been a matter of interest since the beginning. We follow the methodology of Friend & Pukett [4] . This methodology was also replicated by Kumar & Mohan [17] , Pardhan [9] , Azhagaiah & Priya [15] and Khan (2009) . There is an evidence of this type of empirical investigation in Pakistan as well (Nishat, [18] ). The basic model to measure the relative importance of the dividend and retained earnings is specified as follows: e it = Error term. The above regression model however is said to be prone to bias of two types (Khan [16] ). First, this model assumes that risk is held constant by choosing the sample from a particular industry only and dividend payout and risk are uncorrelated and second that the retained earnings solely determine the growth potential of the firm. This problem could be dealt with adding a lagged variable of price earnings ratio in the model as companies of different size, product mix and financial structure should have different risk and higher risk implies that companies should adopt a lower dividend payout policy in a view to deal with future adverse variations in the earnings that might force the firms to cut the dividends, thus high risk would imply both lower payout and lower price earnings ratio and vice versa (Friend and Pukett [4] ). Pardhan [9] also proposed that firm effects such like discussed before should be held constant by introducing variable of lagged price earnings ratio as this ratio is an accurate measure of investor assessment of risk and profit prospect arising out of investment opportunity being financed either through internal investment i.e. retained earnings or external debt or equity financing. So after inclusion of said variable, we would arrive at the following model: The other bias in the Equation (I) is that the reported income of the firms is a faction of several accounting and short run economic factors. The accounting procedure requires the corporations to estimate the earning of the corporations conservatively; the principle of conservatism. This gives rise to bias in the reported earnings. The dividend amount on the other hand is measured precisely and the impact of this measurement error is born by the retained earnings. This effect in this way could produce a downward bias towards the retained earnings (Friend and Pukett [4] ). Short run changes in income on the other hand, evoke relatively small fluctuation in the respective price (see, Pardhan [9] ) so this problem could be solved by adding lag of market price into the equation. So the model equation would be: This is consistent with the price behavior as in Equation (III) price of the company is determined by the previous expectations on the current expectations of the price, dividends and retained earnings (Friend and Pukett [4] , Pardhan [9] , Khan [16] ).
Sample
For the empirical investigation a sample of 100 companies, which constitute KSE-100 index at Karachi Stock Exchange was selected. KSE-100 index is most widely used measure of stock market activity in Pakistan. The companies contained in the index are selected by their market capitalization and to assure the adequate representation of every industry sector, companies from each sector having highest market capitalization within the sector are also included in this index. By all means KSE-100 is considered an appropriate measure to represent all the variations in the overall prices of stock market in Pakistan. While all the industrial sectors are reflected in this index the companies included in the index could broadly be categorized in two type i.e. financial companies and non-financial companies. KSE-100 index is composed of 24 financial companies and 76 non-financial companies. Financial companies were excluded for the analysis because of their different type of nature. Data for the four other nonfinancial companies were also not available so they were also excluded from the analysis. A further six companies were also not included in the final sample due to the fact that they were not dividend paying firms and as the research is about the relative importance of dividends and retained earnings in deter-mining the stock prices so companies with zero dividend for all time spam of the study could mislead the results. So, final sample constitutes 66 nonfinancial firms in total. The sample constitute all the significant firms representing non-financial sector which pay dividends making the results of the study generalizable to the whole nonfinancial sector of Karachi Stock Exchange.
Data were collected from the analysis reports provided by the Karachi Stock Exchange on their website and from state bank publication namely "Balance Sheet 
Analysis
This part of the study provides descriptive, correlation and regression analysis for this study. Table 2 following correlation analysis for the variables used the analysis of this study. The primary purpose of this correlation analysis is to diagnose any trace of multicollinearity. For this purpose we have opted for a cut off value of 0.8 as a measure of high correlation among the independent variables as suggested by Gujarati and Sangeetha [19] . Moreover, correlation analysis could also be used as initial investigation into the direction of the relationship between dependent and independent variables. No value of Pearson correlation coefficient increases the cut off value of 0.8 for all variables used in this study. So we may say that there is no high correlation among the independent variables used in the study. The highest correlation coefficient among independent variables is around 0.7 indicating a moderate correlation between lag of market price and dividend per share the reason for this correlation might be the fact that the prices of a security reflect the future dividends as well. This is a realistic situation so this correlation could be ignored for the purpose of the analysis.
Descriptive Statistics

Correlation
Moreover, according to Table 3 (regression analysis), the relationship of dependent variable i.e. market price with main independent variables i.e. dividends and retained earnings is found positive and there is a clear indication that dividends have a stronger correlation with stock price than retained earnings as provided by correlation coefficient value. The relationship of dividend per share, retained earnings and lag of market price was found significant while the correlation between lag of price earning and market price was deemed insignificant. Table 2 . Correlation analysis (Models I, II and III). 
Regression Analysis
Model I established the primary relationship between the primary independent variables of dividend per share and retained earnings. This model is good fit as indicated by the F-statistic of 79.5689. This model predicts almost 50% variation in the stock price as the value of adjusted R square is 49.393. Durbin-Watson test value, on the other hand was found to be 2.034496 for the Model I, which indicates that no serial correlation exists in Model I as the test values are near the standard of 2. Model II on the other hand considers lag of price earnings ratio along with the main variables under consideration i.e. dividend per share and retained earnings per share to control for firm characteristics which are directly immeasurable otherwise. The usefulness of this inclusion would be judged by the relative increase in the goodness of fit of the model as indicated by the F-statistic and increase in the value of adjusted R square in comparison to the value in Model I. The inclusion of this variable has led to a decrease in the value of F-statistics to 52.7927 a value of 79.5689 in Model I. There is also no indication of improvement in the values of adjusted R square and a slight decrease in its value is also noted. The values of adjusted R square in the Model I was 0.49393 while its values in Model II is found 0.490811. The Durbin-Watson stat does not find trace of multicollinearity as calculated value i.e. 2.034608 is quite near to the standard of 2. While, Model III considers variable of lagged market price as a measure of the previous expectations to current expectations of the company prospects along with the main variables i.e. dividend per share and retained earnings per share. The significance of this variable inclusion is measured by increase in the F-statistic which is a measure of overall goodness of fit of model and increase in the value of adjusted R square which is a measure of predictability power of the model, from the value provided by Model I. The inclusion of this variable has significantly increased the F-statistics from 52.7927 to 86.7209. The adjusted R square has also shown improvements and has grown from to 0.614982. A slight trace of positive autocorrelation in the Model III is found Turing towards the key point which is the determination of the relative importance of the dividends and retained earnings in prediction of the stock price, which would be determined by the relative higher coefficient value and t-statistic, we found that dividend has more influence over the stock price than retained earnings in all three Models. For the Model I, variables of dividend per share and retained earnings per share have positive coefficients with values of 12.64378 and 3.565653 respectively along with t-statistics of 11.154 and 3.01675 respectively, clearly indicating that dividends have more explanatory power with regard to the determination of the share price for the entire sample used in this study. The results with regard to magnitude and direction of the relationship between dividends, retained earnings and stock price are almost the same for Model II as were in Model I. Dividends again conform to be more important determinant of the stock price than retained earnings as provided by greater regression coefficient of 12.62898 for dividends as compared to coefficient value 3.567237 for retained earnings. The t-statistics were also found higher for the dividend per share 11.0708 as compared to its value for the variable of retained earnings per share i.e. 3.01073 respectively. The relationship of retained dividend per share and retained earnings per share with stock price was found positive for all three data sets. The lagged price earnings ratio variable on the other hand, was found insignificant in regression run for Model II with t-statics 0.16136. The direction of the relationship however, was found positive. This variable on the whole does not promise to have any significant change with regard to its impact on the estimation of relative importance of dividends and retained earnings. The question of relative importance of dividends and retained earnings still favors the dividends even after the inclusion of the lagged market price as control variable in Model III. The largest coefficient value of 6.048764 among all three variables and the second largest t-statistic value of 4.47065 strengthen the view that dividends probably are the most important factor that determines the stock prices in the stock markets. The variable of retained earnings per share provides a coefficient of 2.827333 along with a t-statistic of 2.37058 favoring the strength of dividends over retained earnings. The most significant variable in regression of Model III found to be lagged market price variable with the largest t-statistic of 7.14078 among all three variables used in this regression regression but a relatively smaller coefficient value i.e. 0.515242. All the variables in Model III indicated a direct relationship with stock price.
This section probed into the question of relative importance of dividend and retained earnings by applying three models. A total of 3 regressions were run and the results overall supported the hypothesis that dividends have a positive impact on the stock prices so, hypothesis H a1 is accepted, the association of the retained earnings on the other hand also provided a positive impact on the stock prices so, H a2 is also accepted. Moreover, the results overall support the notion that dividends are more important than the retained earnings in determination of the stock prices, this leads towards the acceptance of hypothesis H a3 as Well. Apart from that, inclusion of the measure of the firm characteristics i.e. lagged price earnings ratio in the model as independent variable do not improve the estimation while inclusion of the lagged market price improves the estimation by increasing explained variance and overall goodness of fit of model.
Conclusions
The aim of this study was to seek out the question of relative importance of dividends and retained earnings in determination of stock price. A positive relationship of dividends and retained earnings was found for stock prices which are consistent with the literature on the topic. Dividend seems to be the most important variables with regard to the determination of stock prices in the stock market. Dividend is said to play a signaling mechanism for the investor to evaluate future prospects of the corporation thus reducing the information asymmetry problem. Theoretically, as proposed by Miller & Modigliani [5] the decision regarding reinvestment of the profits into the business or paying it to the stock holders should not affect the value of the firm. But, evidence suggests that dividends are more important than retained earnings with regard to their impact on stock prices (Friend & Puckett [4] , Pardhan [9] , Azhagaiah & Priya [15] ), so, dividends in this regard are said to have information content as to the correct valuation of the stock. This notion is also confirmed by the fact that dividend-paying firms on the average have higher stock prices than firms which do not pay the dividends (Nirmala, Sanju & Ramachandran [20] ).
Moreover, the inclusion of lag of price-earnings ratio variable in the basic regression model specifying market price as a function of dividends per share and retained earnings per share did not improve the estimation for our sample. The inclusion of lag of market price variables although brought some improvements in the model with regard to predictability power of model. On the whole this variable could be used to improve the estimation with regard to the relative importance of dividends and stock prices. This is also consistent with the previous finings (Friend & Puckett [4] , Pardhan [9] ).
This research study not only bridges the gap in the existing literature with regard to stock price evaluation in one of the best performing market of the developing counties in the world but also provides valuable practical insights with regard to stock price movements in the Karachi Stock Exchange. Findings of the study would not only be beneficial for the policy makers in sense as to leverage economic growth by supporting the financial activities such as devising monetary and fiscal policy in a way to boost the trading activity in the stock market which in turn could contribute significantly towards the economic growth and also attract foreign direct investment into the country but also for the individual investors who can use the findings of this study to device his investment strategy. Moreover, the findings of this study are also beneficial for the managers of the corporate sector who strive hard to build the value of the firm with a view to providing maximum benefits to the shareholders.
This study also has certain limitations which should be considered necessary. First of all the scope of the study is only limited to the establishment of the relative importance of the dividends and retained earnings and it does not consider other implications of the dividend policy like information content of the dividends, tax differentials between dividends & capital gains and agency cost implications of the dividends. These considerations clearly establish superiority of dividends over capital gains resulting from retained earnings. The empirical testing of these implications of the dividends is out of scope of this study and further research in the Pakistan would be more meaningful in this regard. Further, final sector is also excluded from the study due to distinct characteristics of financial sector and a subsequent study could also be conducted to test the relative importance of dividends and retained earnings for the financial sector and the findings of non-financial and financial sector could be compared for a better understanding of the dividends implications in both of the sectors.
